6 Domestic and External Debt

6.1 Overview

Countryds total debt
rose by 10 percent YoY in FYQ7 to redeh
5,023.6 billion (sed-igure 6.1 & Table 6.1).

However,despite this increase in the TDL
stock, the ratio of totalebt and liabilites to
GDP continued taeclinethat showsountry 6 ¢
improved debt repayment potential ($égure
6.2). The falling TDL to GDP ratio clearly
shows that country is moving on a sustainabl
debt path.

In this respect this is worth méoning that the
TDL to GDP ratio for FYO7 remained
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Figure 6.1: Trends in Total Debtand Liabilities
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total revenuelao continued with theaend
improvement witnessed since FYO1.

The major causative factors fibreincrease in
stockoff DL wer e rising |

current account deficit and a large fiscal defigi

that raised the financing needs of thertoy
Resultantly, the domestic and external debt
both recorded substantial rise of 11.9 percen
and 8 percent respectively during FY07 with
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domestic debt having a slightly higher share |i

the total TDL stock.Another significant
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development is thahe share of short term

debt continuedo rise,reachingd3 percent
during FYO07.

This risk posed by trend increase in the share

of short-term debt is reflectedhitherising
burden of debt servicing for the coun{see
Figure 6.3). This rising share has also cause
the ratio of short term debt servicing to total
revenue to increase

An encouraging development in FY®&7the
factthat a large share of the TRtock was
contributed by fixed rate loans inflows during
FYOQ7 (seeFigure 6.4). Thelarge (87.7
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Figure 6.3: Short Term Debt Servicing
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Table 6.1 Profile of Total Debt and Liabilities
billion Rupees

FYO00 FYO1 FY02 FYO03 FYO04 FYO05 FYO06 FYOQ7
Total Debt & Liabilities 3,553.9 4,113.3 3,911.6 3,904.0 4,030.5 4,288.9 4,564.1 5,023.6
Total Debt 3,258.4 3,791.8 3,7235 3,781.4 3,917.0 4,181.6 4,468.6 4,934.6
Growth rate 4.3 16.6 -2.6 1.1 3.3 6.1 6.3 10.4
1. Domestic dét 15788 1,731.0 1,7179 1,853.7 1,979.5 2,149.9 23217 2,597.0
Growth rate 13.4 9.6 -0.8 7.9 6.8 8.6 8.0 11.9
(4855) (45.7) (46.1) (49.0) (50.5) (51.4) (52.0) (52.6)
2. External debt 1,679.6 2,060.8 2,0056 1,927.7 19375 2,031.7 2,146.9 2,3377
(51.5) (54.3) (53.9) (51.0) (49.5) (48.6) (48.0) (47.4)
3. Explicit liabilities # 2955 3215 1881 1226 1135 107.3 95.5 89.0
(8.3) (7.8) (4.8) (3.1) (2.8) (2.5) (2.1) (1.8)
Total debt servicing 417.9 522.4 588.7 436.4 491.9 358.8 424.4 5385
Total interest payment 292.8 281.0 289.0 253.0 2418 236.2 294.0 4256
Domestic 2220 1954 2125 189.0 1853 1819 237.1 358.6
Foreign 54.2 64.0 51.3 48.1 51.2 49.1 50.5 61.1
Explicit Liabilities 16.6 21.5 25.2 16.0 53 5.2 6.4 5.8
Repaymenbf principal (foreign) 125.2 241.4 299.7 183.3 250.1 122.6 130.4 112.9
Debt as percent of GDP

Total debt 85.2 90.1 83.6 77.6 69.4 64.3 58.8 56.7
Domestic debt 41.3 41.1 38.6 38.0 35.1 33.1 30.6 29.8
External debt 43.9 49.0 45.0 39.5 34.4 313 28.3 26.8
Explicit liabilities 7.7 7.6 4.2 25 2.0 1.7 1.3 1.0

Debt servicing as percent of
Tax revenue 103.0 1183 139.3 89.5 89.4 56.7 56.4 60.5
Total revenue 81.6 94.5 93.4 60.5 61.9 39.9 39.4 32.8
Total expenditure 52.3 48.1 531 333 314 28.0 22.7 21.4
Current expenditure 59.2 53.5 62.7 37.8 38.7 33.2 28.4 39.2
GDP 9.8 8.3 10.0 6.2 5.3 4.8 4.1 6.2

a) Explicitliabilities include all foreign liabilities owned by the country.

Figures in parentheses are shares in total de
Sources: i) SBP, ii) DM Section, Finance Division

In factin the lastfew yearscountry is withessing a rise in the floating rate inflowslarge share of

these inflows on the floating interest rates
makes the debt servicing burden vulnerable
short term movements in the interest rates.
The rising sharef such inflows in the total
debt stock calls for the need of greater
prudence in the future management of
countryobés debtastheur de
maturity profile of theexternaldebt stockhas
improved, thihas reduced the liquidity and
rollover risks associated with external debt.

6.2 Domestic Debt

Paki stands domestic
sharply during FYQ7, registering a growth of
11.9 percent much higher than the average
growth of 7.7 percenturing the preceding
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four years (se€igure 6.5). In absolute terms, — - :
the FY07 saw a substantial increase in the | Figure 6.5: Growthin Domestic Debt

outstanding stock of longer term debt 14

(particularly PIBs and NSS instrumentdjhe 12

increment is stock of -bills during FYO7 was /
however marginalljyrighercomparedo FYO06. 10 /\/
Despite the strongeise in domestic debt S /\/

during FY(, the domesticlebtto-GDP ratio g /

has nonetheless improved slightlly may
howeverbe noted that the clear downtrend in
this ratioseensince FYQ1, appears toe
bottoring out (sed~igure 6.6).
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floating debtcategory (which comprisef
short term domestic debt instruments such a
T-bills) accountedor nearly twethirds of the

Figure 6.6: Domestic Debt as Percent of GDF

rise in donestic debt in FYQ7, the share of 48

shortterm debt in total domestic debt .

increased by 7.2 percentage points to 11.9 S I I e

percent (se€igure 6.7). This rising share of s ]

short term domestidebtmeansncreased = B
vulnerabilityto adverse shoterm interest rate| 8 4, H — —{ — — —{ 1 { H
movements potentially rendering future debt 8

management more difficult. ST o B e B s Y e ) oy Y s O s B s B
Another important development is the sharp S 1 r1ritrtriritrin
rise of 57.1 percent in interest payments on 0

domestic debt during FYO7. The strongest
contribution to the increase is probably from
maturing highcost zero coupommstruments
(DSCs)issued in late 1990s. Other factors
include the rising stock of domestic debt and | Figure 6.7: Changein Domestic Debt Stocl

rising domestic interest rates (the impact of | ®Floating deb Permanent detf Unfunded debt
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this is transmitted to debt servicing costs fasti
due to the larger share of shtgrm and 250
floating rate loans in total debt). 200
. | 8150
On the positive note, however, the ownershipg &
of short term debt hasartially shifted from 2 100
SBP to commercial banks during FY07. Thig & 50 ]
partlyr ef | ect s the i mpad¢s o D
reduce its net domesticsaets (NDA) to 50
contain reserve money growth (S€eapter 100

on Money and Banking. FYO5 FY06 FY07

6.2.1Composition of Domestic Debt
As seen irFigure 6.7, the increase in domestic debt during FYO7 primarily stemmed from a rise in
the stock of floating debt, although tlyisar there were also some rise in the other two categories of
domestic debt.e., permanent andinfunded
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PermanentDebt

Thepermanent debhainly comprises of long
term Treasury bondsthe PIBs and (older)
FIBs - andprize bonds (government bonifteit
have no fixed maturity). The stock of
permanent debt witnessed a rise of 10.6
percent in FYO7 (to Rs 553 billion), after
declining in the previous two years. The
increase i s essentia
decision to resume issuance of PIB&E¥07.
Government conducted five PIB auctions in
FYO7 (realized net Rs 48.6 billion) compared
to FY06 when there was only one auction.

Consequent to the successful PIB auctions, &

Figure 6.8 : Net Flows in PIBs, FIBs and PBs

BFIBs BPIBs OPrize bond:
125

a modest increase iret sales oprize bonds

(Rs 9.0 billion), theoutstanding stock of
permanent debt increased by Rs 53.2 billion
during FY07, compared to a (net) decline of
1.1 billion during FY06 (seEigure 6.8).

Despite this modest increase in the outstandir

stock, the share of permanent debt in total
domestiadebt decreased slightly to 21.3

percenin FYQ7 as compared to 21.5 percent i
FY06.

Floating Debt

Thefloating debt entirely comprises of zero
coupon Fhills, having maturities ds, 6 and

12 months.The T-hills of all tenors are issued

through regular auctionepweverthe six
month T-bills are also created when the

government borrows directly from the central

bank(seeFigure 6.9).

Inrecentyearsthgover nment 6s
these instruments to finance its deficit has

increasedseeTable 6.2). Most of the TFhills
sold through auction in the last two years hav
been in the twelve months tendrhe higher
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Table 6.2: Outstanding Balance of Thills
3 month 6 month 12-month Total
billion Rs
Jun05 256,04: 98,81¢ 29,75( 384,607
Jun0€ 2,13t 7,358 458,71 468,210
JunQ7 2,95( 46,21 661,78t 710,949
Share in total
Jun05 66.€ 25.7 7.7
Jun0€ 0E 1€ 98.C
Jun07 0.4 6.5 93.1

demand for 12nonth T-bills in FY06 issuance —sg;rce: DMMD State Bank of Pakistan

probably reflected a market expectatdmat

interest rates legpealed and the same trend also continued in FY&I$o, the continued interest in
the longer tenor Bill during FYQ7 was probably because the auction yields on the shorter tenor T
bills were lower thanovernightmoney market rates.

In this context, it is not surprising that the rise in the stock of 6 motisTduring the lasttwo
yeasis principally due to Government borrowings from the central b@seFigure 6.9).

! These Thill sare solely issued in therBonth tenor, and at theeighted average yield of accepted hitithe preceding

market auction.
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Unfunded Deb

Theunfundeddebt essentially comprises of instruments offéhedught he gover nment 6 s Na
Savings Schemes (NSS), incluglia number of longerm bondsand deposit facilities. These bonds,

that are available on tap and are not tradable, comprise over 54.2 percent of the total unfunded debt

seeTable 6.3).
( ) Table 63: Major NSS Instruments (Socks)

billion Rupees

The stock of unfunded debt grew by 6.2 perce

i : FYO3 FY04 FY05 FY06 FYO7
during FYO07, in cofrast to a modest 1.3 percer

o L , DSCs 309.0 3122 3035 2961 290.1
rise in FY06 and decline in the preceding two g,cq 1750 1259 852 701  52.7
years. The weak growth in the unfunded debt sscs 204.4 2812 197.9 1404 146.8
recent years reflected a number of factors Savings/SSA 611 633 618 608 737
including (1) lower sales (and larger PBAs 102 234 411 575  69.0
encashments) following reduction in interest BSCs 227 833 1430 1902

rates offered on theeinstruments when their ~ Others 2.8 2.9 2.8 2.2 3.4
yields were (loosely) linked to the lower yields_T9'3 NSS B2 151 10NN (5" BN (NG 2 51

on tradable government paper of comparable 5°U"¢ “PNS

tenors,(2) a ban on institutionahvestment in the NSS (introduced in FY@& well ag3) a June

2003 decision to ha#tales through commercial banks (which rendered these bonds relatively less
accessible to the public).

The government 6s decision to reverse the ban on
commercial bank, as well as upward revisions érgturns on NSS instruments were probably
instrumental in the acceleration in the stock of NSS (et therefore unfunded dét FYO7.

Table 6.4: Performance of Selected NSS Instruments

National Savings Schemes (N&S) billion| Rupses

The stock of NSS went up by Rs Shilion Gross sales  Outstanding stocks
during FYO07, compared to rise of only Rs 8.5 FY06 FY07 FYO6  FYO7
billion during FY06. The improvement reflect bscs 175 301 29€ 290
a substantial increase in gross sales of some SSCs 87.t 87 14c 147
instruments and lower outflows (due to Saving Alc 396 591 6C 73
maturities or pranature encashments) in EiECE Gl — 14t 190
others. Source: CDNS

In particular, while the gross sales of the Defense Savings Certificates if@0Yyed in FY07, the
outstanding stock declinddeeTable 64). This wason accounbf the large maturitiesf DSCs sold
10 years ago, when the instrument offered exceptional abavket returns.

6.22 Interest Payments on Domestic Debt Table 6.5 Interest Payments on Domestic Debt
Interest payments on domestic debt increase(2ilion Rupees

FYO05 FY06 FYO7

by 57.1 percenin FY0Q7 compared t@a growth

of 28.8 percent in the primus year This Permanentiebt 221 ars 499
. . . Floatingdebt 20.1 52.1 88.3
substantial rise may be seen in the context of | ¢ - ient - GiE TR
the 11.9 percentse inthe overall stock of Others 11 14 15
domestiadebt, a rise in interest rates Total 1577 5025 3181
(particularly in shorterm rates), and Yearonyear increase/decrease
significantmaturities ofzero couporiO-year Permanendebt 2.1 -4.€ 2.4
government bonds (ﬂ_‘,s) Floatingdebt 4.5 32.C 36.2
Unfundeddebt -6.1 17.t 76.9
The unfunded debt continues to have the ~ Sthers 0.5 02 01
biggest share in the interest payments (see 2@ 4.2 45.2 1156
SourceMOF

2 NSS does not include the Prize Bonds, as these are classified under the category of permanent debt.
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Table 65), and almost all of the Rs 115 bhilliamcreasein the interest payments during FY07
compared to the previous year, is accounted farryndedandfloating debt categories.

The rise in the former principally reflects a
jump in thematurities of Defence Saving Figure 6.10: Floating Debt
Certificatedgssued in earlier yegrthe interest
on this instrument account for 73 percent of | 200
the total interest on unfunded debt paid in =
FYO07, in contrast to the 48.2 percent share in 150 / \
FY06. On the other hand, the 27.8 percent | 14

jump in the interest paid dioating debt in \

FY07, reflects both, a moderate increase in tf £ 50 /
total stock of Thills as well as the rise in short o m

Growth in Stock——— Growth in intrest paymen

percent

term interest rates. €hnterest cost of /

floating debt is more sensitive to movements| 5,

in shortterm debt, since the cost of the entire

stock Brolled over, at maximum, within 12 -100

months Thus, as illustrated iRigure 6.10, FY04 FY05 FY06 FY07

while the stock of Tbills increased by only
17.8 pecent in FYQ7, the interest cost jumped by a more considerable 69.4 percent.

6.23 Classification of Domestic Debt by Owner
Domestic debt can broadly be classified into
bank and non bank debt. The share of bank
debt has increased considerably during FYO7}
for the fourth consecutive year

Figure 6.11: Composition of GovernmentDebt Held by
Banking System

mScheduled Bank:mSBP

100
This rise is entirely owed to a massive net 80
government borrowing of Rs 160 billion from

commercial banks during FYQ7. Share of 60

percent

commercial bank debt in total bank debt has
reached to 64.6 percent in FYO7 as compare 40
to 53.4 percent in FY06. While the share of
SBP debt decline to 35.4 percent in FYO7 frof ~ 2°
46.4 percent in FYOGeeFigure 6.11).

FYO1l FYO02 FYO03 FY04 FYO5 FY06 FYO7

SBP6s h dbilts hadimg shdwed a net
decline of Rs 5®illion in FY07 compared to
corresponding period last yearhis reflects the sterilization of the government borrowings by the

centr al bank as well ebitls fdlcavimdktise Gloniergpowtleiamivate | nt er e s
sector credit.Going forward, the growth in government papers held by the SBP is expec&dain

low as theState Bank of Pakistan (under section 9 (A) BPSAct 1956) in its Monetary Policy

Statement (JuDec 2007) has recommended the government to retire borrowings from SBP by Rs
62.3billion, adopt a quarterly ceiling on budgetary borrowings from SBPeatehd the maturity

profile of its borrowings.

6.3 External Debt

Countryds ext er nEDL) rodectdu$$ 4@ hbilionbyiemdbYi0T, withesseng US$

2.9 billion increase over the stock in FY06 (3edble 6.6). The najor causative factors for this
increase were risingVel of current account deficit and a large fiscal deficit that raised the financing
needs of the country (séggure 6.12). The resulting rise in the EDL stock was contributed by
inflows from IDA, ADB, and the issuance of a new Eurobond T&d#e 6.7). Private loans also had
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a sizeable contribution in this increase of the
debt stock. A small part of the rise in debt
stock was offset by falling stock of foreign
liabilities. Encouragingly despite this rise in FY03
the stock of EDILP a k i sEDlato GD$
ratio continued to improve. FY04

Figure 6.12: External Debt Trends
BECAB/GDP BEDL Growth OFB/GDP

A substantial part (62.5 percent) of the FYO7| gyos
increasevas on floating interest rates (see

Figure 6.13). In factfor thepast few years FY06

country is witnessing a rise in the floating rat¢

loans The rising sharef suchloansin the FY07

total debt tock calls for the need of greater

prudence in the future management of 10 5 0 5 10

countryds Adigtetshabewfr de
flexible rate loans might translate into
increasingdebt servicing burden for the CAB: Currentaccount balance; FB: Fiscal bal:
countryin case ofadverse movements in these

percent

Table 6.6: Pakistan's External Debt & Liabilities

million US$

g FYO7 Ove
FY04 FYO05 FY06 FY07 Absolute Percentage

I. Public and publicly guaranteed debt 29,87t 31,08¢ 32,57¢ 35,29( 2,711 8
A. Medium and long term(>1 year) 29,85! 30,81 32,41( 35,26¢ 2,85¢ 9
Paris club 1355¢ 13,01« 12,83 12,69 37, (1)
Multilateral 14,34¢ 15,35¢ 16,53( 18,687 2,157 13
Other bilateral 72(C 80t 847 1,002 15t 18
Euro bonds/Saindak bonds 824 1,26¢ 1,90¢ 2,65¢ 747 39
Military debt 204 18¢ 13C 83 47) (36)
Commercial Loans/credits 19¢ 182 16t 14k (21) (12)
B. Short-term (<1 year) 22 271 16¢ 25 (144, (85)
IDB 22 271 16¢ 25 (144 (85)
1. Private non-guaranteed debts 1,67( 1,342 1,58¢ 2,00z 417 26
Private loans/credits 1,67( 1,342 1,58t 2,00z 417 26
. IMF 1,76: 1,611 1,491 1,407 (84) (6)
Total external debt (1 to IlI) 33,30° 34,037 35,65¢ 38,69¢ 3,04¢ 9
IV. Foreign exchange liabilities 1,951 1,797 1,58¢ 1,47: 112 @)
Special US dollar bonds 552 421 247 15€ (91) 37)
National debt retirement program 1 - - - - -
Foreign currency bonds (NHA / NC) 15: 131 10¢ 88 (21) (20)
Central bank deposits 70C 70C 70C 70C - -
NBP (BOC deposits) 50( 50C 50C 50C - -
Other liabilities (SWAP) 45 45 30 30 - -
Total external debt and liabilities (I to 1V) 35,25¢ 35,83¢ 37,24: 40,172 2,932 8
FEBCs/FCBCs/DBCs (payable in Rs) 22 10 7 5) (1) (21)

P: Provisional
Source: State Bank &fakistan
variable lending rates.

During FY07 the US$ 750 million 1gear Eurobond issued by the country and a substantial share of

inflows from ADB were on floating interest rates. The Eurobond was isstezhlyto maintain a
presence in the internationapital market$ut also to meete rising financing needs of the country
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in view of rising public expendituteThe presence of a sovereign benchmark has already helped some
domestic corporagto access the international capital markets in FY®Bicouraingly, the terms of

the new issue of Eurobond were favorable when compared with those of the previous bonds. The
interest ratef this bond was not only lower than the-yi€ar bond issued by the country in FY06, but
was also very close to theicing obtained forsovereign bonds of similar tenissued in FY04.

. . . . Table 6.7: Sources of Increase in EDL StockFYQ7
During FYQO7theterms of thefinancing obtainec yaie: milion US$, growthishare: percent

from ADB seems to have undergone a chang Abs Growth  Share
A large share 61 percernjtof these inflows were Paris club -36. -1.1 -4.4
on floating interest ratesyhich weremarket Multilateral 2,157 13.1 69.9
basedn contrast to the previous years, when  ADB 810.1 12.¢ 37.6
country obtained higher inflows of concession 'PA ol L Sk
loans from Asian Development Fund (ADF) DB (Longterm) 250.6 390 116
ADF is a financing window of the ADB that ~ O™e" Plateral oat  18s >0
. - Euro bonds 746.¢ 57.7 24.3
provides concessional loans to the poorest ¢ .\~ ap sEe P
borrowing countes. Ironically, it wasthe Private norguaranteed debts 417.1 26.< 135
Paki sinhpaoveﬂ) economic performan(zmd Foreign exchange liabilities -112.¢ -7.1 -3.6
resuling sustaiedhigh GDP growth rates for  Total 2,931, 7.6 1000
the past few yeayshath as r e d u ¢ e d Source: Statistics Department , State Bank of Pakistan
eligibility for concessional financing from Figure 6.13: Cost Structure of Loans Inflowsin FY07

ADF.

Encouraginglythe countryhas alsowitnesgd
an improvement in the maturiprofile of its
debt stockn FYO07. A significant share of the

floating rate loans inflows durintpe yeathad g';gting
long maturityranging from 15 25 years.In percent

addition to thata large share of the fixed rate
loan receved from IDA and ADF during FYQ7
wereon concessiondkermshaving a long
maturityranging from 3040 years. Tis
improved maturity structure to some extent ADB market based
offsets the effects of the floating interest rate loans +1DB long terms loan:
structure of these loans due to the availability
of longer repayment period.

Despite the increasing stock of E[heratio Figure 6.14: Indicators for External Debt & Liabilities

of EDL to GDP continued the falling trend — EDL/GDP Debt servicing/export earing
observedn the past few years (s€@gure 45
6.14). The fall in this ratidthat was caused by, N
high GDP growthsuggestsan improved 40 =
potential of the economy to generate resourcg 35 “
to service the debt burden. 5
@ 30
The ratio of debt servicing to export earnings| \ T
also witnessed improvement during FYO7 as 25 L
compared to FY0GIt is howeverworth 20
mentioning that in the coming yeac®untry is T
likely to face higheburden ofdebt servicing 15
as (Lrepayments of the rescheduled +©@DA FYO3  FY04 FY05 FY06  FYO7

Paris club debt stoakill resumefrom FY08§
and(2) the maturities of the Eurobond issued in FY04 and Sukuk issued in FY05 will become due in
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FY09 and FY10 respectivel In addition,interest payments on various Eurobonds issaeentlyare

likely to add to debt servicing burden in coming yedrsus, he expected rise in the servicing burden
will even more than offset the benefit in servicing from depleting stotireign liabilities. However

if export earnings keep on growing even at the current slow rate, the debt servicing burden adjusted
for the forthcoming payments is not likely to cause a significant deterioration in the ratio of DS/EE.

Studiesof t he t heoretical determinants of a countryd
nortinterest current account balance as the major variables determining the path of debt to GDP ratio.

The analysis of the impacts of expected future movementdok se vari ables on coun
GDP ratio shows that deterioration in country #nmierest currenaccountoalance to GDP ratio might

cause a marginal rise in the EDL to GDP in the medium term. However this ratio is likely to remain
significantly bebw the peak of 57.2 percent witnesse#¥01 (seeSpecial &ction: 6.1 -External

Debt Sustainability Analysisi Pakistan).

6.3.1 DebtSustainability Indicators

Despite the increasing stock of external debtleimlities, country withessed an improwvent in

most of its debt sustainability indicators during FYQ7 (Bakle 6.8). Especially the ratio of external

debt& liabilities to GDP continued the previous falling treadowing an improved potential of the

economy to service its debt burdeésince a substantial (88 percent in
stock comprises of public and publicly guaranteed dieistpertinent to compare the EDL stock with

the underlying source of repaymeint., governmentdrevenue receipts. Encouraginglgspie the

ri sing | evel of ¢ qtheratio of éternat deht ® total aelvenwsk ecbaipts st o ¢ k
showinga f al l ing trend t haabilityte Selviedts exsernal debtstodseg 6 s i mpr
Figure 6.15).

Table 6.8: SelectedExternal Debt/Liabilities Indicators

Ratio of total EDL to

GDP EE FEE RES/TEL RES/STD RES/(STD+CAB) DS/EE DS/FEE
FYO03 425 323.3 180.5 26.9 50.9 25 39.0 21.8
FY04 36.4 283.0 164.3 29.9 479.7 5.9 42.3 24.6
FYO05 325 247.4 134.0 27.3 36.1 5.4 20.5 111
FY06 29.1 227.4 120.0 28.9 63.7 2.1 19.0 10.0
FYo7 28.0 235.2 124.8 33.2 533.1 1.9 17.4 9.3

Note: Foreign Exchange Earnings is the sum of earning from goods, services & private transfers

EDL: External debt & liabilities; EE: Expodarnings, FEE: Foreign exchange earnings, RES: SBP liquid foreign
without CRR & sinking fund, STD: Short term debt, CAB: current account balance.

Source: Calculations based on data obtained 8tatistics Departmep$tate Bank of Pakistan

This improvement in delsaitioswas probably | rigure 6.15: EDL Stock/ Revenue Receipt
an important factothat led to improvement in

sovereignratingpMoody@¢%$ adgd ¢
foreign and local currency bond ratings to B1l
from B2 in FYO7 Also, acomparison with 2.7
some peer countries reflects strong position

3.1

2.9

£ 25
the caintryrelativeto other emerging 8
economies with respect to some of the exter & 23

debt indicators (seBox 6.1). 2.1
1.9 \

1.7

15 T T T 1
FYO03 FY04 FY05 FYO6 FYO7

% For details see section @xternal Debt & Liabilities Servicing
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Box 6.1 External Debt Indicators i A Comparison
PakIStﬁn was (.:ate.gonzed by Global D_(_evelopment Fmanr?able 6.11: GDF Income and Indebtedness Classification
(GDF)i a publicationof the World Bank' as a moderately iarion

indebted country in 2006 along with other 38 moderately PV / XGS

. : . . Indebtedness PV / GNI Indebtedness
indebted countries among a group of 211 countries. This S S

classification was based on the values of the ratios of ~ ~ 220 % Severe >80 % Severe

present value of debt (PV) to export of goods semdices ~ 132% < 220% Moderate 48 % <80 % Moderate

(XGS) and to gross national income (GNI) (Jeble <132% Less < 48% Less

6.1.0) . This section compar Source:Global Development Finan&@DF), World Bank, 2002 t
profile with some of the peer countries that were classified as severely indebted (Indonesia), less indebted (India) and
moderately indebtt ( Mal aysi a & Philippines) by the GDF to help form
profile (seeFigure 6.1.1).

Encouragingly Pakistawitnessed a lower debt/GDP Figure 6.1.1: External Debt Indicators 2006- Comparison

ratio than all other countries included in the analysis mmmmm External debt / GDP s Debt servicing / FEE

except India durig 2006. This might be mentioned her§ =—=Short term debt /EC == Reserves / STL
thatIindonesiahad higher debt to GDP ratio than that of Reserves / ED (RHS

Pakistareven after making huge prepaymeoit&)S$ 8 70 140

billion to IMF in 2006 60 120

The share of short term debt in the total debt stock of a| 5 50 100‘5
countryisanimportan i ndi cator of ¢ ¢ 40 80 o

debt servicing vulnerability. Pakistan had the lowest a 30 60 &

share of short term debt in the total debt stock among 4l 20 40

countries of the group tH 10 20 Dsition

L

bt stocl

in terms of maturityk pnr of
fact this maturity profil
also offsets the impact of relatively lower reserve
coverage of countryds EDI
peer countries except Indonesia. Further the ratio of a
countryo6s dsernvestao shoatteimaabastock
that are a more direct measure for gauging debt servici
vulnerability showed that Pakistan was in a very
comfortable position as compared to these countries.

0

India

of

Pakistan
Philippines
Malaysia
Indonesia

FEE- Export ofgoods, services and incc

=

However Pakistands debt s gsratidwas higher durimg 2066 mseconpared ¢oxhatlofaothey e e ar nii
peer countries except Indonesia. This might bedungtri but abl
theyear.

Countryods debt i ndicat orrteyeaswaed nowsipow a comfdrtatdei pgsitian.f Thereaisiatnéey o v e

to continue with the current external debt management policy in order to maintain this improved scenario.

However the ratios of EDL to exports as well Figure 6.16: Maturity Structure of Major Inflows in FY 07

as overall foreign exchange earrsrghowed 030- 40years
118
percent
118
percent
48

slight deterioration during FY07. This was m12-25years
percent

due totherelatively sluggish growth of export$ os-1oyears
during this periodsuggesting a marginal o<5years
reduction in comfort level of the country for
servicing the debt burden. The worsening of
this ratio when seein the context of rapidly
increasing debt stock for the past two years
raises some concerns regarding the future
ability of the country to service the debt
burden. Yet the fact that majority of the new
loan inflows being received have a long
maturity perod (seeFigure 6.16) * allays
concerns regarding t

ebt

* The inflows data is available only for the period-Mar FY07.
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servicing capacity as the burden of servicing the debt stock is spread ovegrditnadhorizon

Countryds debt servi ci ng-sdthedulidgeoithéars slubdebtwsteck a r el |
obtained in FY02. The improvement brought about kscreeduling is evident from falling ratios of

debt servicing to export earnings and foreign exchange earnings, despite the rising stock of EDL from
FY04. However fronFYO8the payne nt s 0 pr es s ur eas(l)therescheduledy t o i ncr
payments for nof®©DA Paris club debwill resume in this yean(2) the maturities for the Eurobonds

issued in FY04 and FYO05 will become due in FY09 and FY10 respecfivherefore in order to

mai ntain the same debt servicingadmpclalyty countr
export earningseed to grow fasteT he countryos debt servicing capa
external debt servicing vulnerability indicator (& 6.2).

Further, the liquidity indicators as shown by the ratios of reserves to EDL as well as STD also showed

i mprovement during FYO7 over | ast year. This wa
foreign exchange reserves and also due to the verly lew e | of countryds stock ¢
FYO7. Economic literatuf@r gues that in addition to the short

adequacy should also be gauged in relation to the financing needs caused by its current account

deficit. Fortht matt er the ratio of countryds foreign r e
current account deficit is also included in this analysis. This ratio is witnessing a downward trend

since FYO05, on account of rising level of current account defidithilghlights the need of controlling
countrydés current account deficit or the possibi
this deficit of the current account.

Box 6.2: External Debt Servicing Vulnerability Index

During the past few y@s Pakistan has been regularly tapping international capital market for financing part of its growth,

which has |l ed to increase in its indebtedness. However, S |
to repay, thereisaninceasi ng need to constantly monitor country6s macr
repayment capacityn this regard the ratio of external debt and liabilities to foreign exchange earnings is commonly used to
assess countryobsy. tevever, thissnieajomilees nhot taka ipt@acdount number of other factors such as

political uncertainty, domestic inflation etc, which can also adversely impact countries debt repayment capacity.

In this regard Abdullah (1985has constructed @ndex by incorporating indicators, the adverse movements of iaidh
preceded payment interruptioimsvarious countriesThe index relates macroeconomic performance of the country with its
external debt servicing capaclly taking into account variousacroeconomic indicatorsuch aseserves, exports, inflation
and countryd6s p dHeiaiinis toarepare anearly veamgigpatthat can indicate any weakness in
countryds debt repayment capacity.

The index is constructed by taking the gigied average of the following ratios:

(1) Ratio of international reserves held by the country with the level of reserves in the precedinthigestio
depicts changes in countryds internati oisimlstockafqui di ty p
cuntryds international reserves and thus a higher abil

2) Rati o of growth in export sithatgauggc bwhbesni nocoatunydgdexde
capacity. A largevalue of this ratio and thus a faster growth in exports as compared to external debt indicates
stronger debt repayment capacity.

(3) Ratio of inflation in the previous period with the rate of inflation in the current pérgosimaller number reflects
erosionn n countryds debt repayment capacity caused by high
the debt servicing cost of a country by causing exchange rate depreciation.

(4) Ratio of exports in the current period with exports in the precedirigdi this ratio captures changes in a major
source of a countryds foreignnaxglangebdarripmynetnh atc aipl

(
[
l

5 For details see section &xternal Debt & Liabilities Servicing

5 MF (2000), i-Rebbtedd| Rdsemvers of External Vulnerability?od
"Abdullah A. Faud (1985), fADevel opment ofciaing A/duvlannecrea bWalrintiyn
Journal of International Business Studi¥®I. 16, No. 3, pp. 13341.

105



State Bank of Pakistan Annual Report 2Q087

Table 6.2.1 Computation of External Debt Servicing Vulnerability Index for Pakistan

Reserves Exports / EDL* growth Inflation Exports Weighted Political

ratio ratio ratio ratio average stability Index
1997 1.9 2.6 14 1.6 7.5 1.0 8.5
1998 14 24 23 14 7.5 1.0 8.5
1999 3.7 2.0 2.0 1.4 9.1 1.0 10.1
2000 1.5 29 2.3 1.7 8.4 2.5 10.9
2001 4.2 2.7 1.3 1.6 9.8 2.0 11.8
2002 6.4 2.4 1.9 1.5 12.2 1.0 13.2
2003 55 31 1.7 18 121 2.0 14.1
2004 2.8 2.8 1.0 17 8.2 2.0 10.2
2005 23 2.9 0.7 18 7.7 2.0 9.7
2006 2.7 2.7 1.8 17 9.0 15 10.5
2007 3.1 24 15 1.6 8.6 1.0 9.6

* External debt and lialities
Source: Calculations based on data obtained 8tatistics DepartmenState Bank of Pakistan

The first two ratios are assigned weights of 2.5 each while the weights for the last two are 1.5. The higher wéights for t

first two ratios highlight their i mpoRintlgpoltiel envimonmemmpfact i ng ¢
the country also affect countryod6s foreign exchandhks earning
measure is assignadbjectiveweights ranging from 1 to 2%5External debt servicing vulnerability index thus compiled is

given inTable 6.2.1and itsinterpregtionin Table 6.2.2 Here this is worth mentioning that the results of this exercise will

change drastically with the change of weights assigned to these ratios. Here the weights assigned for the calculation of this

index are taken from Abdullah (1985) since the results that he obtained by using these weights passed the test of reality for

20 mejor debtor countries in Latin America, Asia, Africa and the Middle East.

As per the external debt servicing vulnerability indeakistan withessd deterioration in its debt servicing profile before

1999 (sedlable 6.2.1). However, afterwards the sétion started to improve mostly due to a substantial rise in the stock of
countryoés international reserves a ifable@&2.1that showsgnprgveroewttnh i n e X |
the reserve ratio in 1999 anderports / EDL growth alagnwith export ratio FY00 onward$he score on vulnerability

index after reaching highest value in FYf@8 duringFY04-FYO06 butremained in the vicinity of 1@eflectingno

significantchangeic ount r yds dpeofle r epayment

The fall in the valuef the index during FYO4YO06 can be attributed to the following factors; &lfall in the reserve ratio
that was caused by prepayment of expensive external deht )
in FYO4and subsequent pressure on the resetvesah 1 able 6.2.2 Interpretation of Results

sharp surge i pR)eseininflationag s _Score Interpretation

pressures in the countiY03 onwards thataugda fall in <6 High likelihood of default

the ratio of inflation in the previous period to that in the 6-8 Serious oncoming problems.

current period. 8-10 Deteioration in debt servicing capacity

) ) ) ) 10 No significant change in debt servicing profile
The loss in the value of index in FYQ7 is, however, >10 Improvement in debt servicing profile

discomforting and appears to be the hesfithe rising
political uncertainty in the country, as other ratios of macroeconomic performance of the country still supports its debt
burden. The Index thus highlights the need for political stability in the country in order to avoid any changeiiogpion

of the creditors that can adversely affect countries debt repayment capacity.

8 The interpretation of rations: 2i5mprovement in political situation; 2i0no change in political condition; 1i5
deterioration; 1.0 for seriously adversgolitical environment.
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6.3.2Structure of External Debt & Liabilities

Multilateral
The debbwed to multilateral agencies Figure 6.17: Sources of Rise in the Multilateral Debt Stocl
witnessed a substantial US#27 million net
rise during FY@ over the level in FY06. The
rise in multilateral debt stock was one of the | ——FY07
major factors leading to rise in the total debt
stock during FYO7. This was in turn

——FY06 million US$

contributed by rising loamflows from IDA, 4 ~

ADB, and IDB Besides, exchange rate Bty ‘\\ DA
revaluatio impactled by depreciation of US$ revaluation —'
againstEurd also had a significant (18.6

percent) share in the rising debt stock of

multilateral creditors during FYO{&eeFigure

6.17).

As compared to the previous yeaountry
received considerably higher infl’s from
ADB during FYO7. Further the composition @

i Figure 6.18: Composition of ADB Financing

inflows from ADB also underwent a shiftith | ®APF ®OCR

a higher share of markbased loans obtained 80

from Ordinary Capital Resources (OCR) 70

instead of inflows from Asian Development 60

Fund (ADF)seen irthe previos year (see 5

Figure 6.18). This was due to improved g

economic position of the country which has 40

reduced countryods al 30 - e
concessional loans from ADF. 20 4

Furthemore, loans of more than one year 109

maturity were obtainedrom IDB this year for 0

financing its oil imports, as opposed to the FY06 FYo7

practice of obtaining short term loans from
IDB. This is due to the introduction of a nawd aslightly flexible financingpackage by IDB.

Table 6.9: Terms of Multilateral Loans

percent
Interest rates Amortization Period
Share Grace Period During grace After grace

IDA 53.3 10 years 0.758 0.75 35
ADB 9.4 10 year$ 1 1.5 32-40
ADB 55 libor® +60 bps 1525
ADB 225 - libor+60 bps 1525
IDB 9.2 - libor+60 bps 2

10.75% is the service ange, since these loans carry no interest rates.
2 Some loans have grace period of 8 years.
% Yen based Ibor.

® During FY07 US$ underwent 3P percent depreciation agairtro.
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The analysis of the terms of the inflows obtained from multilateral creditors reflectBalsieds.9)

that concessioanl loans disbursezhirIDA had a large share in the total inflows. A small share of
loans disbursed from ADB was also on soft terms, since they had very low rate of interest and longer
maturity period. In addition to that the ADB loans on relatively higher interest ratebad a long
maturity period.

Paris Club & Other Bilateral

Countryob6s Paris club debt stock recorded a USS$
level witnessed in FY06. In the absence of any major inflows from Paris club creditorskiiding

the payment of principgthat also includes capitalized intepdst to a fall in the Paris club debt

stock during this period.

The debt stock from other bilateral creditors on the other hand witnessed a US$ 154.8 million rise
during FYO7. The major share of this rise was contributedibjows from China. These inflows
largely had a lower interest rate of 2 percent and a maturity of 20 years.

Sovereign Bonds

The stock of sovereign bonds recorded a US$ Table 6.10: Sovereign Bonds

745 million rise during FYO7 over the level in _value million US$

FYO06 reaching US$ 2.65 billion. This rise was Bond  Tenor  Value Interestrates
caused by the issue of a new US$ 750 million FY04 Euro  5years 500 ?6”;5';‘/b)°r B2 e
10-year Eurobond by the country dagithis R

year that will mature in 2017. A comparison of FY05 Sukuk 5years 600 6 m Libor + 220 bps
the terms of this bond with the previous issues

of Eurobonds reveals improving perception of FY06 Euro  10years 500 10 years USbill + 240
countryds economic pe e ) 5 of
international investors. This is evident from the Euro  30years 300 30 year US-bill + 302
interest ra¢ obtained for this bond which is not bps (7.875%)

only lower than the 1§ear bond issued by the Fyo7 Euro  10years 750 10 year US-bill + 200
country in FY06 but is also very close to the ra bps (6.875 %)
obtained for a smaller tenor bond issued by thi source: EAD

country in FY04 (se@&able 6.10).

Figure 6.19: Spread of10-Year Eurobonds Yields in Spread of30-Year Eurobonds Yields in Secondary Marke
Secondary Market
Indonesia  --------- Philippines Pakistan Brazil Indonesia Pakistan
5.U 6
4.5 1 jul-Aug Volatility 5 4 Jul-Aug Volatlity |
4.0 | pakistan103bps < Pakistan74bps <
. 35 1 Philippines34bps = 41 Brazil: 23bps
S 3.0 {Indonesia3lbps ¢ g Indonesia28bps |
© 25 1 +— 5 3 7
2 20 e~ r a [ M A
15 _w 2 —WW
1.0 1 w
1 -
0.5 A
00 +——T—T—7—7T T T T T T T T  +¥—r—r-—r—T—T"r-r—Tr—Trr——TTrTrT——r——r—r
5555565555855 655 5555555565655 35055
oo Lo o= L5 5 cc L4 L N O O e e o]
GQQQQ@(UQJDD._,GD 8 8 o 9 @ 8 8 ®8 3 3 5 2 32 8
22 I<<s=3s2°?224848¢< S>3 I<sss222228<
ddbdd T TIP3 b dd b T T 3O3R
o — N i 3N G L 8 — N ©
Source: Bloomber

A contributing factor in this impnrged perception of the economy might also be thgraglation of

countrydés foreign currency bonkEYOHr &urthenties by Moody
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performance of the twBurobonds issued by the country in FY06 (maturing in 2016 and 2036) also
remaired satisfactory. This is evident from the secondary market spread of these bonds against their
benchmark levels (sédggure 6.19)."

Further the spread of Pakistandéds Eurobonds start
basis points respeactly for the 18year and 3§ear notes during August FY08n addition to that

the volatility in Pakistani bondsd spreads was &
other peer countries sovereign bonds. This nmatgube attribuedto two factors:(1) tight liquidity

situation in the international financial markets following the-ptilme crisis in the USand(2),

deteriorating law and order situationfiakistat hat r esul ted in an overall
internationalimageT hi s bel i ef is also strengthened by the
outlookby St andar d pasitivetostablein Q1-FYB80 m

Foreign Private Loans

The stock of private loans witnessed a net US$ 417 million rise in FYO7 over thensEo006.

Around half of the private loans inflows received during FY07 were long term loans obtained by PIA.
The remaining inflows received weoémedium term with maturity ranging between 2 to 7 years. In
these medium term loar0.3 percent shasgas contributed by fredbansto the communication

sector. Apart from thisa small contribution was also made by inflows to cement, financial businesses
and textile sectors.

. . . . . Figure 6.20: Terms-Wise Break up of Foreign Private Loans
The rise inmedium ternforeign private loans (Excluding PIA Loans)

is attributable to multiple faors (1) current EMaturity - wise Winterest rate wise
pace of economic growth that expanded the 70
financing needs of the private seci@) the
reported exhaustion of domestic borrowing
limits of some of the private companjesd 50 -
(3) in some cases the cost of foreign currency
borrowings (irclusive of cost of hedging
exchange risk) is comparalde lower than the 30 1
domestic borrowing costs speciallyafter the

60

40 A

percer

monetary tightening by SBeeFigure 6.20 201

for some terms applicable on such lgans 10 A

Foreign ExchangeLiabilities 0- 2.5 <Euribor+ >5.7 >Euribor +
Count ry dfereign exoharige liabilities years 80bPS years 80bps

witnessed a US$ 112 million fall during FYO7| Theend June RY7 Euriborrate is4.085percen
as compared to the stock in FY06. This fall
was largely contributed by the falling stock of Special US$ bonds along with falling stock of NHA
bonds.

Special US$ bonds

The US$ 9 million fall in the stock of Special US$ bonds during FYO7 over the stock in FY06
include the encashment of 3, 5 angears tenor bonds. The stock of Special US$ bbaddallen
sharplysince FY02 after the maturity of most ci/8arSpecialbonds (seFigure 6.21). However in
FY02 government allowed reinvestment of 3 year US$ bonds, resultantly a portigeaf Special

US$ bonds was fimvested, which became encashable in FY05 and FY06. Further the encashment
for the longest tenor i.e-years bods have also become due since FY06. Henceallibfonds

9 During Q4FY07 the maximum spread of the-§8ar note against bench mark rate of 10 year Wil Was 223 basis
points which was lower than the issue spreb@40 basis points.
1 The end June FYO7 weighted average lending rate on outstanding advances was 11.3 percent.
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maturing, these foreign liabilitieareexpected to totally deplete. However the depletion of these
liabilities depends on the encashment by the bond holders. The current stock of SpecialdJS$ bon
also contains the amounts of bonds that had matured earlier but are not yet enchased by the bond
holders. These liabilities will not carry any interest burden after the maturity of bonds

The stock oNHA bondsalso withessed a US$| F'9ure 6:21: Stock of Special US$ Bonc
21 million fall due to the payment of principal | = APsoulte YoY change (RHS—#— Stock

under this head. The NHA bonds issue in 1000 0
1991, had 2¢ears tenor. According to the 900 ¥ ] AU‘ -50
terms of these bonds annual payments worth 800 — — -100
US$ 21.89 million are paid to a banking @ 700 — L] -150 ,
consortium. The last payment under this heaf 2 s00 H AN 200 3
will be due in FY10. % 500 \ -250 E:
= 400 | \'\ 300 E
6.3.3External Debt & Liabilities Servicing 300 L 350
Country paid around US$ 3 billion for 200 ] N 400
servicing its external debt & liabilities during 100 e 450

FYOQ7, which is slightly lower than the amoun
paid in FY06 (sedable 6.11). This fall was FY02 FY03 FY04 FYOS FY06 FY07
largely caused by fallingpayments of foreign
liabilities due to lower encashment of special
US$ bonds owing to their depleting stock. In| Figure 6.22: Debt Servicing Indicators
the external liabilities portion of the EDL, Debt sevicing/export earning
special US$ bond and NHA bonds are the on| Interest payment/export earmings (RH

heads for which country is payimglatively a4 A 90
large principal payments. The principal 39 \ \ 85
payments on these heads are also likelyto | = 5,4 \\ 80 ¢
completely phase out within few years as 8 Projected 75 5
explained above. The principal on the g 29 \\ DS/EE 10 2
remaining categories is being rolled over and 24 \ ) T 65
these liabilities carry only intesecharges. 19 &\/4‘__——-«\\ 60
The overall servicing of external debt also M T T e e o o
witnessed a slight fall during FY07 due to ver) S 9 e £ 2 L 9 ¢

LL LL LL LL LL LL LL LL LL

low principal payments of the stock of
Eurobonds, whereas the interest payments i
this head remained higher than the last year. This is becatlseioferest payments for the
Eurobonds issued in FY06. Further, the debt servicing of privatguaranteed loans also withessed
a rise during FYO7.

On account of these declining payments during FY& debt servicing ratios to export earnings and
foreign exchange earnings continued the downward seadn the past few years (séggure 6.22).
The improvement in this ratio was on account of lower payments of prindipainterest payment

to export earning ratiboweverdeterioratedn FYQ7 due tobothsluggish export growth as well as
higher interest payment to multilateral creditors, private loans and Eurobonds during FYO7.

The outlook for debt servicing reveals that in the coming few ydrsesountry is likely to withess a
rise in debservicing payments on account(&j higher principal and interest payments for
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Table 6.11 : Pakistan's External Debt and Liabilities Servicing
million US$

FY05 FY06 FYO7°

Actual Rescheduled/ Actual Rescheduled/ Actual Rescheduled/

paid rollover paid rollover paid rollover
1.Public and publicly guaranteed 1811 100 2241 100 2076 100
Principal 1120 100 1504 100 1237 100
Interest 691 0 738 0 839 0
A. Medium and long term (> 1 year) 1803 100 1957 100 1874 100
Principal 1112 100 1233 100 1045 100
Interest 691 0 724 0 829 0
Paris club 533 0 614 0 593 0
Principal 152 0 257 0 232 0
Interest 381 0 356 0 361 0
Multilateral 899 0 888 0 951 0
Principal 692 0 661 0 681 0
Interest 207 0 227 0 270 0
Other bilateral 52 0 115 0 103 0
Principal 27 0 80 0 68 0
Interest 25 0 35 0 36 0
Eurobonds 217 0 250 0 148 0
Principal 158 0 159 0 3 0
Interest 60 0 91 0 145 0
Military 79 0 68 0 54 0
Principal 67 0 60 0 46 0
Interest 12 0 8 0 8 0
Commercial loans /credits 23 100 23 100 26 100
Principal 16 100 16 100 16 100
Interest 6 0 7 0 10 0
B. Short-term (< | year ) 9 0 284 0 202 0
IDB 9 0 284 0 202 0
Principal 8 0 271 0 192 0
Interest 0 0 14 0 10 0
2. Private nonguaranteed 482 0 404 0 549 0
Prindpal 374 0 320 0 400 0
Interest 109 0 85 0 149 0
3. IMF 423 0 159 0 144 0
Repurchases /principal 400 0 143 0 120 0
Charges/interest 23 0 16 0 24 0
Total Debt servicing (I+11+111+1V) 2716 100 2804 100 2769 100
Principal 1893 100 1966 100 1756 100
Interest 823 0 838 0 1012 0
4. Central bank deposits 24 700 34 700 27 700
Principal 0 700 0 700 0 700
Interest 24 0 34 0 27 0
5. NBP /BOC deposits 16 500 28 500 47 500
Principal 0 500 0 500 0 500
Interest 16 0 28 0 47 0
6. Special US$ bonds 163 0 202 0 104 0
Principal 130 0 174 0 91 0
Interest 33 0 28 0 13 0
7. Foreign currency loans bonds (NHA ) 25 0 26 0 28 0
Principal 22 0 22 0 22 0
Interest 3 0 4 0 6 0
8.FEBC/FCBC/DBC 19 0 18 0 3 0
Principal 8 0 9 0 0 0
Interest 11 0 9 0 3 0
Total 2965 1300 3115 1300 2978 1300
Principal 2054 1300 2171 1300 1869 1300
Interest 911 0 945 0 1108 0

Source: Statistics Departmen$tate Bank of Pakistan
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Eurobonds caused by increasing stock of these Héads|(2) the start of payments for rescheduled
non-ODA portion'® of the Paris club debt stock fronY®8.

Thus the higher payment pressure is likely to exert upward pressure on the DS/EE ratio

(1) If the servicing of the EDL stock adjusted for Eurobonds payments continues to grow at the
same pace as the current year and;

(2)Countryob6s exphbvaccelerear ni ngs do no
If the payments for Eurobonds maturing in Table 6.12: Projected Debt Servicing Burden

FY09 and FY10 along with the payments of _million US$
nonODA rescheduled deltre taken into

Adjusted  Projected

accountthe DS/EE ratio is expected to undergc E:;?ﬁgr?g NomODA — dedt - debt

a slight deterioration in the next couple of year g g
(seeTable 6.12 andFigure 6.22). This pressure FY08 Hee2 CTED ZERE SEll
is however expected to ease after FYillGhe P cle.r Y iR Qe
time whenthe Eurobonds issued in FY06 and  FY10 [ HOE - ZWEsT AEEE
FYO7 will mature. However @n after taking —_FYLL ey R U ZreslE  csel

. Source: Calculations based on data obtained Btatistic
into account the payments for Eurobonds and peparimentstate Bank of Pakistan

the noRODA rescheduled dehthe projected
DS/EE ratio is expected to remain significantly below the peaks observed earlier.

2 The principal payments on the Eurobonds issued in FYODa@bme duén FY09.
13 The norODA portion comprises 28.8 percent of the totascheduled Paris club debt stock. These arecomsessional
loans which were given a grace period of 5 years with a maturity of 23years at the time of rescheduling.
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SpecialSection 6.1:External Debt Sustainability Analysisi Pakistan

I. Backdrop _ . ,
Therobust growttin the economic activitgnd | F9ure 6:1.1 External Debt Indicators
prudentmanagement af o u n tlebthad s — EDUEE ——EDU/GDP (RHS)
significantlyimproveddebt sustaining capacityf ~ 4°° 65
during the past few yearshis is reflected by ~
. . 400 57
the fall in the rati \\ = |of
externaldebt & liabilities (EDL) to GDP from | 5354 49 8
the 57.0 percent in FY0O1 &8 percent in S \\ g
FYO7. Similarly the ratio of EDL to export %300 41
earnings also witnessed an impressive fall frg \
the level of 416 percent in FYO1 to 237.4 250 33
percent in FYO07 indicating higher debt
H > 200 T T T T T T 25
repayment capacity of the country (sEgyure D N o e e e o~
6.1.0. s 2 2 £ 2 £ 2
LL LL LL LL LL LL LL
Notwithstanding the improvement in these EDL: External Debt & Liabilities Stock; EE: Export earnil
ratios, the sharp deterToratrTom T CcountTryos
current and fiscal account deficits during the |

sustaining capacityspecially if the rise in the twin deficit continues. It may be mentioned here that
financing requirements of the fiscal and current account deficit have contributed to rise in the EDL by
USS$ 4.3 billionover the past two years.

It would be thereforeuseul t o assess how the countryds EDL to
medium term in response to changes in its key determinants. To this esettlia conducts debt

sustainability assessment for Pakistan by findingtlzet h o f ERLdoUGDP naity id the

medium term (FYOSY12) under various scenariosingreduced formVAR methodology'.

Il. Theoretical foundation

The basic idea for the analy$ias been drawn froVyplosz (2007 who hascarried out a similar
debt sustainability assessmémt Colombia Theidentity describing the debt sustainability is the
same used by the Wyplosz and the IMF i.e.,

b,-b_,=(-g)b_,- NICAB

Whereb, is the ratio ofc o u n stocl o BDLto GDP,r is average real interest rate BBL stock,

gis the growth rate of real GDP aNdCAB is the ratio ot 0 u n honiptérest current account
balance to GDP. This identity implies tlediangan the stock oEDL has following determinants;

1) The budget constraint imposed on the economy by the eliiferbetween the cost of
servicing debt and t he r asituatiorahereg>ordonadgivgnd s ec ol
level of noninterest current account balarioglies that economy is generating more
resources to repay its stock of debt than theiredueal interest rate on the debt stock. In
such a situation the economy can actually raise its stock of debt till a pointrvwhgrevhich
would be the sustainable level of debt stock;

4 For this estimation annual data is used from the period 1973 to 2007.
BwyploszClar |l es (2007), fADebt Sustainability Assessment: The I
International Studies Geneva, HEI Working Paper No: 03/2007.
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2) The balance on count r y@arinteresxzutrent acdountgoalancksy and s
also contributes in determining the need of external finananggher deficit indicates the
need of higher external financing.

Table 6.1.1 Baseline Scenaric IMF Projections

The debt sustainability assessment exercise . ; NG
involves the following steps: e a5 e P
_ _ _ ) FY09 6.5 0.3 22
Forming baseline scenario A baseline o . - -
scenario is constructdulst for the evolution of |, . 99 s

the ratio ofc 0 u n stock ad EDLto GDP
based on thprojected values of thearlier
describedleterminants othe ctange in EDL to GDP ratidsince the projected values of these

determinants are crucial to finding reasonable baseline le&Dbfto GDP ratig this analysis uses

IMF projections for the path of these variableseTable 6.1.1) over the next five yeatSPa ki st an 6 s
projected growth of real GDP is higher than that of the real average interest rate throughout the

forecast period, indicating room for further

increase in EDL to GDP ratio in the medium T2ble6.1.2 Stress Testing

Source: IMF Country Report No. 06/426

term. g r NICAB
Scenario- 1
Stress testingThe next step is to conduct the  FY08 7.5 0.3 -1.9
man analysis by introducing various shocks th FY09 8.0 0.7 -1.4
may affect thesevariablesand hence the path of FY10 8.5 11 -0.9
the ratio ofEDL to GDP over the medium term. FY11 9.0 15 -0.4
For this purposéhe impact of shocks is studied Scenario-2
in two stages. Fy08 6.5 0.3 -2.7
FY09 6.5 0.3 1.7
Stage 1 evaluates the duration of the impact o FY10 7.0 03 0.7
shocks in the determinants on EDL to GDP rat FY11 7.0 0.2 0.3
by discussing the path of impulse response  Scenario-3
functions obtained from the reduced form VAR FY08 6.5 0.3 -2.8
estimation. Stage 2 forecasts the path of the FY09 6.5 0.3 -3.2
EDL to GDP ratio using these VAR estimates FY10 6 0.3 -35
by defining various paths for@@ growth, real  FY11 5.8 0.2 -4.0
average interest rate and the ratio of non inter: Scenario- 4
current account balance to GDP in the mediun FY08 7.0 0.3 2.7
term. FY09 7.0 03 3.2
FY10 7.0 0.3 -3.7
Scenario I all variables improve by one Fyi1 7.0 0.2 -4.2

guarter standard deviation over the period from FY08 to FY11T@ele 6.1.2. The averageeal

interest rate however will increase by one eighth standard deviation, since afteprbiing of the

stock of countryds stock of EDL the real aver age
medium term.

Scenario 2 all variables exqget noninterest current account balance follow the path projected by the

IMF. Thenori nt er est current account balance for FYO0S8
(FYQ7) trend. For the period form FYQ09 to FY11 this variable improves by one halasiand

deviations from its FY08 value (s@able 6.1.2).

Scenario 3 the average real interest rate follows the path projected by IMF, however GDP growth
and the nosinterest current account balance deteriorate from FY08 to FY11.

18 |MF country report on Pakistan, December 2006
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Scenario 4 the averageeal interest rate stays at the level projected by IMF, and the country
manages to maintain the level of GDP growth at 7 percent in the medium term whileiitsenest
current account balance continues to deterioratel{@ele 6.1.2).

IV. Results

Stage 1

A positive exogenous shock in GDP growth given that no exogenous shock occurredite rest

current account balance and the real average interest rate will lead the accumulated response of the
EDL to GDP ratb to rise till the sixth perio¢see Figure 6.1.9. The impact of the shock fades away
after that.

Figure 6.1.2: Accumulated Impulse Responses ofpEDL to GDP Ratio
A. Shock in g B. Shockin NICAB Gclkshr

percent
P ©
)
(
- N
1 1

The accumulated response of EDL to GDP ratio to a positive exogenous shockritenest current
account balance, given the shock in GDP growth has already occurred, is negativeplldssiat a
rise in GDP growth along with an improvement in fioterest current account balance to GDP ratio
will lead EDL to GDP ratido fall till the sixth period after which it starts rising very slightly and then
stabili zes. Thausentaccdunt teficitis likelydoocauretarfall ib the EDL to GDP
ratio despite a rise in GDP.

Finally the accumulated response of the EDL to GDP taiopositive shock in real average interest
rate given the shock in GDP growth and +iterest carent account balance have already occurred,
is positive. The EDL to GDP ratinitially rises steeply, before falling in the third period and almost
completely stabilizing in the"gperiod.

This analysis thus shows that shocks in the GDP growth,veege interest rate and niorierest
current account balance have a medium term i mpac

Stage 2:
On the basis of the VAR estimates the projected values of the stock of EDL to GDP ratio under
various scenarios described ab@re shown ifrigure 6.1.3

Scenario 1leads the EDL to GDP ratio to fall to the level of 24 percent in FY12 from the projected
value of 27 percent in FY08. This implies that in case of a strong GDP growth and improvement in
the noninterest current@ount to GDP ratio, the EDL to GDP ratio is expected to follow a
downward path.
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Scenarid®: gives a sljhtly high EDLto GDP ratiathan in scenario 1 tiFY10 if GDP growth stays
at the leveprojected by IMFand the non

interest current account bal@ndeteriorates. | g re 6.1.3 Medium Term Path of EDL to GDP Ratio
However an improvement in these variables Baseline Scenarid. Scenari®
from FY10 will cause the ratio of EDL to GDR Scenaric Scenarict
to follow a downward path in the remaining 32
forecast period.
30
Scenario 3A fall in the GDP growth and - o8 \
deterioration in its noimterest current account §
bal ance would increal g ~ DP
ratio over the period of next five years \
24 AN
Scenaridd: results in a still higher level of
EDL to GDP ratio over the medium term 22 6 ~ © o o a o
because of a substantially higher level of-non &’ E E E E E E
interest current balance.

V. Conclusion:
Following points can be concluded from this analysis

These results of the debt sustainability exercise show that in number of possible scenarios in which
themajodet er mi nants of EDL to GDP ratio may move in
ratio is expected to remain within manageable limiitsno instance did its valuése above 29.7

percent which is far belothelevels country was witnessing when it had to manage a debt re

profiling from the Paris club creditors.

The exercise, howeve, does indicate possibility of a rise
norrinterest current account deficit deteriorates. Scenarios 3 and 4 in fact show that the ratio of EDL
to GDP is likely to rise wi tntdefiditertespectivoafthetGDB N i n ¢

growth rate. Furthermore, the results of impulse response function indicate that the impact of

deterioration in nofinterest current account balance to GDP ratio on EDL to GDP ratio can occur in

the mediumterm. Theanaly s t heref ore highlights the need f ol
deficit to keep external financing pressure at sustainable level.
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